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What Are
We Thinking?

Figure 1

Fed Funds Target
Rate: A Fast
Rate-hiking
Campaign Over a
Short-term Period

2023 seemed to be the year that everyone called for recession. But those who accepted that
narrative found themselves playing catch-up in a market that provided rewards, albeit in a
narrow, segmented market that included growth, mega-cap, Al, or GAMMA (Google, Amazon,
Meta, Microsoft and Apple) companies.

For the duration of the year, the State Street Active Asset Allocation ETF Portfolios were
significantly overweight equities, acknowledging the durability of markets buoyed by a strong
labor market and a free-spending consumer. We believe that the tide may change in 2024.
Interest rates peaked in July, which marked not only the end of the Federal Reserve’s (Fed)
valiant inflation-fighting campaign, but also the beginning of a new campaign that the Investment
Solutions Group (ISG) believes will be characterized by an absence of strong growth. ISG feels
the hiking interval that included 11 hikes and over 525 bps of rate increases' will start to wear
on consumers and businesses, as lagging interest rate increases finally take their toll. The call
is not for recession; instead, it’s for a soft landing based on compelling evidence of resilience
and strength in both consumers and businesses compared to other post-peak rate periods.
However, a recession is not impossible. Despite its best intentions, the Fed could raise interest
rates one time too many if inflation growth does not meet targets or if geopolitical tensions tip
the scale the wrong way. Quantitatively, ISG believes that there is less than a 30% chance of
recession and that it's more probable for weakness to prevail.
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Source: FactSet, as of January 22,2024.
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The Long-term View

“What Are We Thinking?” represents ISG’s views on markets with a three-month lens or

less. But what about ISG’s long-term view? Every December, ISG updates its 10-year market
expectations to inform the allocations in our Strategic Asset Allocation ETF Portfolios. The final
model allocations are determined by a combination of inputs, including expectations for long-
term returns, risks and correlations, portfolio constraints, portfolio objectives, investment vehicle
considerations, portfolio optimizations, and qualitative considerations. This past December,
equity expectations were modestly lower due a continued market run-up and strong valuations.
On the fixed income side, long-term expectations improved since last year. Higher initial yields

or rates point to better immediate income and higher potential for longer-term price increases.

Constructing a
Long-term Expectation

While competitors may accept the market’s composition to guide strategic allocations, ISG
forecasts asset class returns to inform portfolio composition through a building-block based
approach. Asset class expectations, in their simplest form, are a combination of returns from two
sources: price and income. A building-block approach is an even more detailed analysis of price
and income that permits a finer quantification of these basic inputs.

For example, the equity expectation process begins with an estimation of large-cap
stocks. The following components of returns are considered before arriving at the final
long-term expectation:

» P/E (Price-to-Earnings) Reversion Effect estimates the degree to which P/Es revert to the
long-term mean.

* Long-term Inflation is estimated using a combination of consensus estimates and
qualitative adjustments.

* Long-term Real Earnings Growth is assumed to be tightly coupled with economic growth,
so by estimating changes to productivity and demographics, the team can determine
sensible estimates.

e Current Dividend Yield is the most recognizable and observable component of return —
the current market yield.

e Buyback Yield is another component of return as a result of companies buying back shares.
While this form of yield has not always been material, it has had greater influence in the past
decade. ISG estimates buyback yield using a combination of history and qualitative judgement.

» Style Premia might also be added to the above components to provide forecasts for different
asset classes like small and mid caps. ISG uses long-term averages for these estimates.
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10-year US Equity
Return Expectations

Summary Forecasts for US Equities (%)
P/E Reversion Effect -0.01
Long-term Inflation Estimate 2.05
Long-term Earnings Growth 1.50
Current Dividend Yield 1.62
Buyback Yield 0.64
Large Caps 5.81
Mid Caps (Premium Added) 6.06
Small Caps (Premium Added) 6.18

Source: State Street Global Advisors Investment Solutions Group, as of September 30, 2023.

Fixed income return expectations also examine price and income return patterns. However,
an estimation for default rates is added to arrive at a more precise estimate. The following
components are factored into fixed income return estimates:

« Income Return is the weighted average of the current and expected interest rate.

« Price Return is estimated from the product of the current index duration and the expected
change in yield over the time horizon.

+ Default Rate is used to determine the index’s diminished return from company defaults.

Keeping the Short and
Long Termin View

ISG estimates both short- and long-term returns when managing the State Street ETF Model
Portfolios . The overall process begins with allocations influenced by the long-term view which
incorporates the component estimates highlighted above. Once the allocations of the strategic
process are established, the active portfolios use these strategic portfolios as a starting point to
further refine shorter-term allocations that are influenced by near-term expectation models.

Endnote 1 FactSet, as of December 31,2023.
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Important Risk Information

The information provided does not constitute
investment advice and it should not be relied
on as such. It should not be considered a
solicitation to buy or an offer to sell a security.
It does not take into account any investor’s
particular investment objectives, strategies,
tax status or investment horizon. You should
consult your tax and financial advisor.

The views expressed in this material are the
views of the Investment Solutions Group and
David Marshall the through the period ended
January 22,2024 and are subject to change
based on market and other conditions. This
document contains certain statements that
may be deemed forward-looking statements.
Please note that any such statements are not
guarantees of any future performance and
actual results or developments may differ
materially from those projected.

Investing involves risk, including the risk
of loss of principal.

The whole or any part of this work may not
be reproduced, copied or transmitted or any
of its contents disclosed to third parties
without State Street Global Advisors’ express
written consent.

All asset allocation scenarios are for
hypothetical purposes only and are not
intended to represent a specific asset allocation
strategy or recommend a particular allocation.
Each investor’s situation is unique and asset
allocation decisions should be based on an
investor’s risk tolerance, time horizon and
financial situation.

Allinformation is from SSGA unless otherwise
noted and has been obtained from sources
believed to be reliable, but its accuracy is not
guaranteed. There is no representation or
warranty as to the current accuracy, reliability
or completeness of, nor liability for, decisions
based on such information and it should not be
relied on as such.

Asset Allocation is a method of diversification
which positions assets among major investment
categories. Asset Allocation may be used in an
effort to manage risk and enhance returns. It
does not, however, guarantee a profit or protect
against loss.

Diversification does not ensure a profit or
guarantee against loss.

SSGA uses quantitative models in an effort to
enhance returns and manage risk. While SSGA

expects these models to perform as expected,
deviation between the forecasts and the actual
events can result in either no advantage or in
results opposite to those desired by SSGA. In
particular, these models may draw from unique
historical data that may not predict future trades
or market performance adequately. There can
be no assurance that the models will behave as
expected in all market conditions. In addition,
computer programming used to create
quantitative models, or the data on which such
models operate, might contain one or more
errors. Such errors might never be detected, or
might be detected only after the Portfolio has
sustained a loss (or reduced performance) related
to such errors. Availability of third-party models
could be reduced or eliminated in the future.
ETFs trade like stocks, are subject to
investment risk, fluctuate in market value
and may trade at prices above or below the
ETFs’ net asset value. Brokerage commissions
and ETF expenses will reduce returns.

Bonds generally present less short-term risk
and volatility than stocks, but contain interest
rate risk (as interest rates raise, bond prices
usually fall); issuer default risk; issuer credit
risk; liquidity risk; and inflation risk. These
effects are usually pronounced for longer-term
securities. Any fixed income security sold or
redeemed prior to maturity may be subject to
a substantial gain or loss.

Equity securities may fluctuate in value and
can decline significantly in response to the
activities of individual companies and general
market and economic conditions.

Intellectual property information: The
trademarks and service marks referenced
herein are the property of their respective
owners. Third party data providers make no
warranties or representations of any kind
relating to the accuracy, completeness or
timeliness of the data and have no liability

for damages of any kind relating to the use

of such data. The S&P 500° Index is a product
of S&P Dow Jones Indices LLC or its affiliates
(“S&P DJI") and have been licensed for use by
State Street Global Advisors. S&P®, SPDR®, S&P
500°,US 500 and the 500 are trademarks of
Standard & Poor’s Financial Services LLC
(“S&P”); Dow Jones® is a registered trademark
of Dow Jones Trademark Holdings LLC (“Dow
Jones”) and has been licensed for use by S&P
Dow Jones Indices; and these trademarks
have been licensed for use by S&P DJl and
sublicensed for certain purposes by State
Street Global Advisors. The fund is not
sponsored, endorsed, sold or promoted by
S&P DJI, Dow Jones, S&P, their respective
affiliates, and none of such parties make any
representation regarding the advisability of
investing in such product(s) nor do they have
any liability for any errors, omissions, or
interruptions of these indices.

© 2024 State Street Corporation.

All Rights Reserved.
1D1986950-3050000.24.1AM.INST 0224
Exp. Date: 02/28/2025

STATE STREET 5o SPDR’

Model Matters


http://www.ssga.com

